Abstract China and India have recently achieved spectacular economic growth. However, services in these two Asian giants have played a very different role. In India, the service sector contributes to more than 54 per cent of GDP while its GDP share in China is much smaller (below 41 per cent in 2004). To provide an explanation for the contrasting trajectories, this paper examines and compares service sector developments in these two Asian giants. It investigates the determinants of demand for services and sheds light on the outlook for service sector growth in the two countries.
and Mohan (1998) examined productivity in Indian service sector in comparison with other Asian economies, Chanda (2002) discussed service trade in the world particularly in India and its implications for the WTO negotiations in services, Gordon and Gupta (2004) presented a detailed study explaining India's service growth in the past decade.
Examples of studies on China include Li and Hou (2003) who presented an edited volume on China's WTO entry and its implication for the service sector, Jiang (2004) who edited a book focusing on growth and structural changes in services with some marginal coverage of international comparison and Li (2004a Li ( , 2004b China and India, 1978-2004 The rest of the paper begins with a brief review of developments in the service sector in China and India. This is followed by discussion of the determinants of the demand for services. Three empirical models are employed to examine the factors affecting demand for services internationally as well as in China and India. Subsequently, the paper discusses the growth outlook of services in the two countries. The final section summarizes the findings.
SERVICE SECTOR DEVELOPMENT
Following the conventional classification, an economy is divided into three sectors, that is, agricultural (or primary), manufacturing (or secondary) and service (or tertiary)
sectors. The agricultural sector consists of farming, forestry, animal husbandry and fishery. The manufacturing sector is composed of mining, construction and manufacturing. 4 All other economic activities which are not covered by the agricultural and manufacturing sectors are broadly defined as services and hence belong to the service sector. They include services provided for the agricultural sector, activities associated with the supply of water, electricity and gas, transport and communications, wholesale and retail trade, finance and insurance, business and personal services, and community and social services. Services can be broadly distinguished between two types, that is, the old and new services. The old or traditional services include petty trading, domestic services, catering and hotel services. The new services are generally associated with communications, business and legal practice, culture, research and education. 5 The latter are tradable internationally and hence are also called tradable services.
Service Sector Growth
The service sector in China and India has achieved high growth with an average annual rate of 10.8 percent in China and 7.0 per cent in India during the period of 1978-2004. 6 4 Whether services include construction and public utilities is controversial (Ochel and Wegner 1987) . Construction and public utilities are treated as part of services according to the Indian classification as well as the World Bank (2005) . The Chinese classification excludes construction and public utlities from services. OECD (2005) also excludes construction from services. This paper follows the OECD system which includes construction in the manufacturing category. 5 Luo (2001) provided a detailed survey of the main service sectors in particular the new service sectors in China. 6 India's growth rate is based on the financial years of 1978 /1979 (Reserve Bank of India 2005 . The Chinese rate is calculated using data from the National Bureau of Statistics (various issues) and the recently released economic survey results (www.stats.gov.cn).
The gap between the growth rates matches the difference in the rates of GDP growth in the two countries. During the same period, an average annual growth rate of 9.7 per cent was recorded for the Chinese economy while the same rate was 5.4 per cent for India. 7 At the disaggregate level, the structure of the service sector in China and India is very similar. It is still dominated by the traditional or old services, followed by business services (finance, insurance and real estate) and transport and communications according to 
Output and Employment Shares
The development of the service sectors can also be examined by analyzing the sectoral shares of output and employment over the national totals in the two countries. 
Regional Variations
In terms of the level of development of the service sector, there is considerable variation across the regions in both countries. 12 "Regions" here are defined according to the official administrative units, that is, they mean China's provinces, autonomous districts and municipalities and India's union states and territories. Several observations about service development among the regions can be made. First, regional development in services follows the national trend. In general, the service sectors at the regional level in India are on an average more developed than those in China. 
Growth in International Perspective
The experience of economic development shows that, while a country expands its manufacturing capacity, the agriculutral sector in the economy declines relatively, and with countries at the similar stage of development, China's service sector development is 12 Wong and Liang (2003a) examined regional variation in China's service development. 13 The service sectors at the regional level in China are likely to be underreported given the fact that data at the national level are underreported substantially. However, regional revised data are not available yet. To sum up, the service sector as part of the national economy in China and India has achieved substantial growth in recent decade. However, in international perspective, China and India are outliers, ie. India's service sector over-performed while China's is an underachiever. In addition, new services are still weak in both China and India with the exception of India's IT export sector. At the regional level in each country, the pattern of service development is similar to the national trend. In particular, service development seems to be closely related to the level of urbanization. These features are further explored in the following sections.
DETERMINANTS OF GROWTH

The Theory
It is argued that growth of the service sector is determined by several factors such as production specialization, income level and urbanization (Mulder 2001 , Wolfl 2005 . These factors are interrelated. As an economy grows, productive activities become more specialized and urbanization accelerates due to the rising level of income. In the meantime, as a result of the increasing specialization of production, firms tend to outsource many service activities such as legal, accounting and security services. Some authors call this process the specialization splintering (Bhagwati 1984) . It is the main source of demand for services from the producers.
At the household level, Engel's law shows that, as income rises, consumption of food and durable goods in turn becomes saturated over time and demand for services such as healthcare, travel, communications and finance increases. Growth in income also boosts demand for away-from-home consumption of food and services.
Furthermore, urbanization contributes to the growth of the service sector in two ways.
Unlike farmers who to some extent can provide self-services, urban consumers rely on the market for the supply of services. They are also more likely to enter the urban informal sector for employment if there are no job opportunities in the formal sector.
Services account for the lion's share of the informal sector. Thus, urban residents are both consumers and suppliers of services. It is expected that the service sector grows as the level of urbanization increases in a society. This is confirmed by preliminary analysis of both China's and India's regional data in the preceding section.
In addition, the participation of women in the workforce has an impact on service demand as well. More women in the workforce could lead to an increase in demand for services, ranging from babysitting and catering to tuition and beauty treatments.
Furthermore, regulatory policies also affect the development of the service sector. A good example is the rapid growth of telecommunications services after deregulation in many countries (Wirtz 2002) . This phenomenon can be repeated in other areas such as insurance, banking, health care and so on. Regulatory environments can also affect international trade and foreign investment in services (Mulder 2001) . Finally, apart from the factors discussed above, service sector growth in China and India may also be affected by development strategy and historical experience.
15 Divergence in the latter may contribute to the different role of services in the two countries. For example, India's service industry may benefit from the country's early and prolonged linkage with the West, in particular the UK. In the meantime, after the communist government took office in 1949, China adopted a biased policy towards the development of the heavy industry initially and labour-intensive manufacturing more recently while rural-urban labour movement was restricted for a long time and hence entry into the service sector (mainly old services) was very limited. Thus, for decades, China's development policy has been anti-services, and is hence partly responsible for the country's underdevelopment of the service industry. In the empirical analysis presented in the following section, the factors discussed so far would be taken into consideration so long as quantification is possible.
The Empirics
To examine the determinants of growth in services in China and India, three models are considered, and they are applied to Chinese provincial, Indian state and cross country databases, respectively. The econometric model can be expressed as follows
where SER and X represent demand for services and a list of factors affecting service demand, respectively. α and β are coefficients to be estimated. ε is the standard error term. Equation (1) can be applied to either panel data for the country models or crosssection data for cross-country analysis. For panel data models, several optional models 15 Desai(2003) presented an interesting piece comparing the economies of China and India from the perspective of political economy.
are considered eg. without group dummy (the same intercept for all groups), fixed effect (different intercept for each group) and random effect models (intercepts vary by a random error).
SER in equation (1) Table 2 .
According to Table 2 , the estimated coefficients of both per capita income (I) and urbanization (U) are positive and statistically significant. It implies that both variables are important factors affecting the development of the service sector among the countries especially in China and India. In addition, it is found that external demand also has a positive impact on service development among the countries. This partly explains the phenomenal growth of IT service exports in India. The cost of services is shown to have a negative effect but the estimated coefficient is statistically insignificant. Thus, further investigation is needed. The findings here are of course subjected to qualifications due to the limitation of data.
GROWTH OUTLOOK
Both the Chinese and Indian economies have entered the phase of rapid growth. The consensus view is that this growth will last for decades (Wilson and Purushothaman 2003, Li et al. 2006) . It is thus anticipated that per capita income in both countries will rise over time and subsequently urbanization will accelerate. These factors imply that the service sector in China and India will expand further. This growth will also be boosted by globalization. From 2006 onwards, China's WTO commitments will allow greater foreign participation in the service sector including telecommunications, banking and insurance and so on (Wong and Liang 2003b) . Economic openness will also create more jobs for accountants, lawyers and other financial specialists (Luo 2001) . Further economic liberalization and deregulation in India will ensure sustained growth including growth in services. Both China and India will also benefit from WTO's general agreement on trade in services (GATS).
16 Therefore growth prospect for services in both countries looks bright. In particular, growth in services in the two countries will be associated with the following features.
Service sector growth in China will continue and the manufacturing sector will remain its dominance in the economy. Both sectors will show some gain in terms of GDP and employment shares at the expense of agriculture. One source of forecasts, for example, implies that the GDP shares of the agricultural, manufacturing and service sectors in 2020 will be 5.0, 45.8 and 49.2 per cent, respectively, and in the meantime, the employment shares will be 34.2, 22.4 and 43.4 per cent, respectively. 17 By then, China's service sector will be bigger than the manufacturing sector. However, China will still be a long way to catch up with the advanced economies in the world. For instance, the service sector in 1997 accounted for 58 per cent of total GDP in Japan, 64 per cent in the US, 53 per cent in Germany and 60 per cent in the UK while the employment share in the same year was 62 per cent in Japan, 74 per cent in the US, 62 per cent in Germany and 72 per cent in the UK, respectively (see Table 3 ). Currently, the service sector contributes to China's economic growth largely due to the shift of labour from agriculture into services (Qin 2004 ). This shift of labour will eventually be replaced by the shift from the manufacturing to services. 16 For detailed discussion of GATS' impacts on service trade, see Li and Hou (2003) on China and Chanda (2002) on India. 17 The output share estimates are based on the recently released economic survey data and forecasts by Li et al (2006) who predicted that the GDP shares of the primary, manufacturing and service sectors in 2020 would be 7.1, 52.5 and 40.4 per cent, respectively. The employment shares are the original forecasts by Li et al. (2006) . 18 The consequence of such growth is that the GDP shares of both the manufacturing sector and the service sector will expand at the cost of agriculture. For example, the GDP share of services is estimated to be 57.6 per cent by the end of the financial year of [2004] [2005] . The dilemma for India at present is that services accounted for more than a half of GDP but employed less than 30 per cent of the country's total work force (Table 3) . These shares should match each other according to the experience of developed economies as cited in the preceding section. A study of the Pacific Basin countries also show that, without the concomitant progress of industrialization, growth in services in terms of both output and employment would not be sustainable (Park 1989 ).
The same argument can be applied to India as well. In addition, to some extent, recent expansion in India's service sector is boosted by the IT service exports. But, the IT sector mainly employs the educated, urban youth, potentially leaving the majority of India's population further behind. Furthermore, the IT sector in India is relatively small (with a workforce under one million) and its rapid growth has not generated enough linkage with the rest of the economy as argued by Konana et al (2005) . Thus, India will need growth in both services and manufacturing.
CONCLUSION
This paper reviewed and compared service sector development in China and India. It is found that the role of services in both economies has been rising with China starting on a lower base. Growth has mainly been driven by increasing specialization of production, rising standard of living and accelerated urbanization in both societies. There are also some non-economic factors which are difficult to be quantified in empirical analysis but have played important roles in service development in the two countries. These include biased development strategies in China, India's early linkage with the West and recent boom in Indian IT exports. India's service sector is now the dominant contributor to GDP growth but employment absorption is not very high in this sector. India's service sector will continue to grow. However, India needs industrialization even more as millions of rural workers have to be employed and as the IT sector is not large enough to significantly affect the growth of the national economy. In comparison with India, China's service sector is lagging behind. Even in international perspective, China's service sector is below the average. It can be anticipated that services will expand further as Chinese companies outsource their communications, legal and accounting services and as urbanization accelerates in the coming decades. In addition, the service sector has been the main provider of new jobs in China where there still exists a sizable pool of rural surplus labour to be shifted out of farming.
